HOUSE FI NANCE CQOWM TTEE
July 25, 2006
10: 17 a. m

CALL TO ORDER

Co-Chair Chenault called the House Finance Comm ttee neeting
to order at 10:17:10 AM

VEMBERS PRESENT

Representative M ke Chenault, Co-Chair
Representative Kevin Meyer, Co-Chair
Representative Bill Stoltze, Vice-Chair
Representati ve Ri chard Foster
Representati ve M ke Hawker
Representative Jim Hol m

Representati ve Reggi e Joul e
Representative Mke Kelly
Representative Beth Kerttul a
Representative Carl Moses

Representati ve Bruce Weyhrauch

MEMBERS ABSENT

None
ALSO PRESENT

Dr. Pedro Van Meurs, Consultant, Ofice of the Governor;
Robynn W/lson, Director, Dvision of Tax, Departnent of
Revenue; Roger Marks, Petrol eum Econom st, Econom ¢ Research
Section, Tax D vision, Departnent of Revenue; Ken Giffin,
Deputy Conmi ssioner, Departnent of Revenue; WIIliam Corbus,
Conmi ssioner, Departnent of Revenue; Representative Les
Gara; Representative Ethan Berkow tz; Representative Ralph
Sanuel s; Representative Kurt O sen; Representative Jay
Ranras; Representative Paul Seaton; Representative Berta
Gardner; Senator Charlie Huggins

PRESENT VI A TELECONFERENCE

Roger Marks, Petrol eum Econom st, Econom c Research Secti on,
Tax Division, Departnent of Revenue; Robert M ntz, Assistant
Attorney Ceneral, Departnent of Law

SUVMVARY

Ol and Gas Production Tax: G oss vs. Net

10: 17: 32 AM

Co-Chair Chenault introduced the presenters on the topic of
net versus gross regarding the oil and gas production tax.
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He noted that M. Larry Carr was invited to speak before the
conmm ttee, but declined.

Co-Chair Chenault turned the gavel over to Representative
Stoltze

Co-Chair Chenault brought up a point of personal privilege.
He referred to an editorial in the Juneau Enpire by fornmer
menber of the House, Mayor Jim Wttaker, of Fairbanks,
regarding legislative conflict of interest. Co- Chai r
Chenault stated that his integrity, along wth Co-Chair
Meyer’'s and Representative Hawker’'s, has been inpugned. He
noted that they all had declared a conflict of interest at
the beginning of the commttee process, which is not

required by Mson’s Mnual . He enphasized that it is his
job to represent his district and therefore he is obligated
to vote on gas and oil bills. He took issue with the

article and maintained that the conmttee is within |ega
and noral rights when acting on oil and gas legislation. He
stated that the article is a personal attack

10: 22: 59 AM

Co-Chair Meyer agreed with Co-Chair Chenault’s coments
regardi ng the newspaper article. He recalled that a |ega
opi nion was requested on the issue of declaring a conflict
of interest. The conclusion was that at the commttee | evel
declaring a conflict of interest is not required. He
mai ntai ned that the House Finance Commttee has gone the
extra mle, declared conflicts, and kept open neetings.

10: 26: 28 AM

Representati ve Hawker requested an opportunity for a point
of personal privilege. He concurred with Co-Chair Meyer and
Co-Chair Chenault’s comrents. He expressed disappoi nt nent
and sadness over Myor Whitaker’'s coments. He dispelled
allegations from the article and clarified that his
association with Arctic Slope Regional Corporation was
severed ten years ago. He terned the allegations in the
article “factual inaccuracies”. He requested that conmttee
menbers di sassoci ate thenselves from the inpugning of the
character of the co-chairs and hinself.

10: 28: 38 AM

Representative Holm reported that he found the mayor’s
conment s i nappropriate. He opined that all nenbers have a
hi story of involvenent in businesses and industry in Al aska.
He said that Mason’s Rules allows for disclosures of areas
of expertise, which all nenbers have. He disassoci ated
hi msel f from Mayor Whittaker’s conments.

10: 30: 52 AM
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Representative Kelly comented that conflict of interest
rules in governnent are different fromthose in the private
sector. In the legislature, conflicts are first declared
with Alaska Public Ofices Comm ssion (APOC) and then on the
floor of the House. There was a requirenent for the three

| egislators who declared conflicts of interests to
participate in voting. He concluded that there is a
di fference between private and | egislative nodels.

10: 34: 32 AM

At - ease.

10: 34:49 AM

Representati ve Weyhr auch added t hat | egi sl ators’

affiliations are reported by the legislative ethics
commttee through APOCC and are part of a public record, and
decl arations of conflicts of interest are not necessary.

Representative Joule reported that he represents three
regi onal corporations with interest in the oil business and
owns stock in them He said the small popul ation of Al aska
i s conducive to many possible conflicts of interest.

10: 37: 03 AM

ROBYNN W LSON, DI RECTOR, D VISION OF TAX, DEPARTMENT OF
REVENUE, defined net and gross, two aspects of heavy oil
expl orati on econom cs. She conpared gross and net tax to
buil ding and selling a house. Goss tax is a percentage of
how much the house sold for. She defined tax on net as
bui | di ng expenses subtracted fromthe gross. |Indirect costs
are not allowed, whereas direct costs are. She gave
exanples of indirect and direct costs related to the oil
i ndustry. Tax on net and gross are useful shorthands to
tal k about the PPT system ELF or the Economc Limt Factor
is commonly referred to as a tax on gross, which is not
conpletely true. The PPT bill is often referred to as a tax
on net, which is not conpletely accurate. She enphasi zed
the need to be nore specific about allowable expenditures.

10: 42: 36 AM

Ms. WIlson related that there are two vari abl es under ELF to
account for. The first consideration is how nuch the oil is
worth, which is nmeasured when it is sold at market generally
on the West Coast. To determ ne well head val ue, shipping

costs to market have to be consi dered. The ELF is a tax on
the value at the well head, but also somewhat of a net tax
because transportation costs have been backed out.
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The second consideration is the Economc Limt Factor, which
is applied to the tax rate and was designed as a proxy for
the cost of getting the oil out of the ground. She not ed
that producers could petition the Departnent of Revenue to
use sonething other than ELF if it was shown that their
actual costs were materially different from the proxy. | t
is called a tax on gross because there’'s no specific
deduction for the cost to get the oil out of the ground or
to separate the oil fromthe water or sedinent. The PPT, on
the other hand, is a tax on net, which uses the actual cost
of getting the oil out of the ground. PPT is inportant
because there has been inadequate investnment on the slope.
PPT focuses on encouraging investnment by recognizing costs
and capital credits. It is particularly inportant wth
respect to heavy oil costs.

10:45: 46 AM

Ms. WIlson reported that the main concern she has heard
regarding PPT is that the oil conpani es nmay mani pul ate costs

associated wth the tax. She referred to auditing
procedures already in place for transportation costs, which
total over $1 billion. There is general agreenent that

capital credits are a good stinulus for investnent. Capital
investnments are as easy to audit as transportati on costs.

10:47:17 AM

Ms. WIlson referred to a handout entitled “Sale at Market”
(copy on file.) She drew attention to slide 1, which

denonstrates the proportion of cost versus the tax base. It
shows the gross market value of oil in 2005 at $43 per
barrel, $14.5 billion of North Slope oil for 334 mllion
barrels. It also shows $300 nmillion of Cook Inlet oil, $40

mllion of North Slope gas, and $700 million of Cook Inlet
gas.

Slide 2, gross value at point of production, depicts the
sane calculations with transportation costs of $1.7 billion
subtracted. These are costs that are already audited.

Slide 3, net value or production tax value, shows $1.1
billion as operating costs, $1.7 as capital costs, and $1.7
for transportation to nmarket. The capital costs involve
audi ti ng. The operating costs would be the distinguishing
factor between the tax on gross and the tax on net and woul d
not be audited under a gross tax, but would under a net tax.

Slide 4, net value or production tax value, is based on a
previous version of the PPT with a 22.5 percent tax. Even
if the operating costs were 50 percent wong, they would not
have a |arge effect on the tax base.
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Slide 5, the tax before credits, shows $2.4 billion, and
Slide 6, the tax after credits, shows $1.7 billion. Ms.
Wl son noted that this is based on an old credit rate, and
at 20 percent it would be smaller. This version had a TIE
or transitional investnment credit of 1.7 and is a snall
slice of the tax. It is based on a barrel equivalent
credit. She noted the proportional slice being taken away.

10: 53: 29 AM

Slide 7, tax after credits, shows a tax of $1.7 billion
based on oil of $43 per barrel, which is a very conservative
Vi ew, Tax under the status quo would be less than $.9
billion.

Ms. WIson concluded that fewer costs would be deducted
under a gross tax, but nore investnment would be encouraged
under a net tax.

10: 54: 55 AM

Co- Chair Chenault recogni zed Representatives Seaton, Ranras,
Ber kowi tz, Coghill, and O son, and Senator Huggi ns. He
agreed to take questions from nenbers outside of the
conmi ttee.

REPRESENTATI VE ETHAN BERKOW TZ asked if the burden of proof
for show ng capital credits would lie with the state or with
the oil conpany. M. WIlson replied that it would rest with
the conpany claimng the credits. Representative Berkowtz
asked who woul d bear the costs. M. WIlson replied that the
t axpayers woul d have the burden of proof.

10: 57: 33 AM

Representative Kerttula thought that the state would be
responsible for accepting the information. In sone
instances the information is supplied and is not much of a
burden to the conpany. Ms. WIlson asked if Representative
Kerttula was talking about the contract. Representati ve
Kerttula offered to find the section which supported her
i dea.

Representative Kerttula noted that information applied to

the “operator situation”. M. WIson suggested it pertained
to the reliance on the operator’s records but that there
still is a burden of proof requirenent. Representati ve

Kerttula said there was not much of a burden of proof
because there is no way to audit internal operations.
“Burden of proof” is not neaningful in that circunstance
Ms. WIlson offered to return to the subject |ater.

11: 00: 13 AM
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Representative Kelly asked when sonething is challenged, if
the paynent is continued during the chall enge. Ms. W son
said it could work either way. D sal | owmance of the cost
could be assuned by the state. There is no requirenent to
“pay to play”, however, interest would accrue.

11: 01: 57 AM

ROGER MARKS, PETROLEUM ECONOM ST, ECONOM C RESEARCH SECTI ON,
TAX DI VI SI ON, DEPARTMENT OF REVENUE, discussed two aspects
of gross vs. net as they apply to heavy oil and to
expl oration economcs. He related that there are currently
net profit share leases on the North Slope, of which
upstream costs are audited wi thout any problem He referred
to when separate accounting was enforced effectively between
1978 and 1981. He maintained that auditing litigation
issues in the early 80's were phil osophical issues.

11: 04: 05 AM

M. Marks referred to a handout entitled “G oss vs. Net: Two
Aspects: (copy on file.) He discussed the difficulties with
heavy oil and explained why it is nore expensive to produce.
He conpared light oil to heavy oil on page 2. He rel ated
that when West Coast ANS price is $40, the net value is
$15.63 for heavy oil versus $23.13 for light oil due to
hi gher upstream costs being tw ce as high

M. Marks figured that a rate of 15 percent on gross would

be 33.6 percent tax, as percent of net for heavy oil, and
22.7 percent for light oil. Under this type of system
heavy oil, which is the nost expensive to produce, is taxed

at a much higher rate. He maintained that the provisions
under such a tax structure wuld be inpossible to
adm ni ster. Heavy oil wunits are produced out of a common
production facility and it is inpossible to determ ne how
much heavy oil cones out of the spectrum of gravities. He
conpared Kaparuk and Tarn fields and the difficulty of
determ ni ng how nuch heavy oil comes out of each one.

11: 09: 35 AM

M. Marks discussed, on page 3, the issue of exploration
economcs in terns of gross versus net. He spoke of the
cost of exploration and the percentage of success. If the
state can reduce or share exploration costs, then there
woul d be nore likelihood for drilling. He focused on the

hypot hetical situation on page 3. The field target size or
number of barrels is 40 nmillion with a net price of $10.
The total value would be $400 million with a discount factor
of 0.4. The net present value would be $160 nmillion. Wth
a probability of finding oil at 15 percent, the expected
value is $24 mllion.
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Under the status quo, the expected value is $24 nmillion, the
exploration cost is $20 million, and the full cycle expected
value is $4 mllion. If the state is sharing the costs
under a net tax, it would be | ess expensive to drill and the
full cycle expected value would be $12 nillion due to the
credits and deductions. The net tax could be key in
encour agi ng new expl oration of oil.

11:15:13 AM

Representative Kerttula said she has heard that the net
profit tax has been nore difficult to admnister and
noni t or . M. Marks countered that he has heard the
opposite. He suggested asking for DNR s opinion.

11: 16: 38 AM

REPRESENTATI VE LES GARA noted that M. Marks is conparing
incentives under a gross tax to a gross tax that has no
i ncentive provisions. He wondered how i ncentives woul d | ook
under a gross tax with incentive provisions such as a credit
mechani sm He commented that conpanies on the North Sl ope
spend about $1 billion a year on investnents no matter what
the price of oil. He inquired about adding a credit
mechani sm for noney that was intended to be spent anyway.
He called that a flaw of PPT.

11:18: 05 AM

M. Marks replied if a credit is issued based on a conpany’s
spendi ng, the spending would have to be audited and there
are concerns about auditing. Referring to the first
guestion, M. Mrks responded that in the past few years
t here have been high prices and |ow taxes with no increase
in investnent. He maintained that taxes could be reduced by
i nvesting under a net system

Representative Gara repeated that the net cash flow
i ncreased, but investnment did not. He asked why M. Marks
believes that a 40 percent tax credit/deduction is going to
change that behavior. He questioned whether that was a
subsi dy for noney al ready planned for investnent.

M. Mirks said if taxes can be reduced by investing, it
stands to reason that a conpany will invest. He maintained
that during exploration, 85 percent of the tinme there wll
be no oil to sell regardless of the price. A tax on net
woul d be hi gher than one on gross.

11: 20: 51 AM

Representative Berkowitz nentioned the 85 percent failure
rate with long-termoil price at $30 and at $70. He opined
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that the higher price would influence investnent decisions
regardl ess of the failure rate. M. Marks observed that it
gets watered down by the probability of failure.
Representative Berkowitz summarized that there is |ess
adversity to risk at higher oil prices and M. Marks agreed.

Co-Chair Meyer asked if it is nore likely that exploration
woul d take place in larger fields at higher oil prices. M.
Marks thought it would be true nuch of the tinme, but it
depends on the nunbers.

Co- Chair Meyer asked how price affects going after high risk
fields. M. Mirks said at higher prices fields are nore
attractive to drill. He added that a mechani sm desi gned
under a gross tax where oil less than one gravity gets one
treatnment, and oil greater than another gravity gets another
treatnment, would be inpossible to adm nister. Expl oration
incentive prograns are in place now, but have sonme problens
and will expire in 2007. Currently, anything less than 3
mles from a current down hole does not qualify for an
expl oration incentive credit (EIC). QI between 3-25 mles
froma down hole target only gets a 20 percent credit. Not
all exploration costs are covered in the current EIC s.

11: 25: 54 AM

Representati ve Hol m asked about the effects on investnent in
Al aska by the international market place as the price of oil
goes up. M. Marks replied that Al aska is not a good pl ace
to do business when prices are |ow Expl oration, from an
i nternational perspective, depends on geol ogy. There are
many places where exploration costs cannot be deducted,
which is a disadvantage to Al aska.

Representative Berkow tz spoke to conpetitive advantages in
Al aska in certain cases. M. Mrks agreed. Representative
Berkowi tz thought that 90 percent of world s oil is under
direct control by a country.

11:29: 11 AM

DR. PEDRO VAN MEURS, CONSULTANT, OFFICE OF THE GOVERNOR,
responded that the majority of oil produced in the world is
under the control of state conpanies. A very small nunber
are under the control of private conpani es.

Co- Chair Meyer thought that oil conpanies would weigh the
ri sks versus the benefits.

ROBERT M NTZ, ASSI STANT ATTORNEY GENERAL, DEPARTMENT OF LAW
of fered to address burden of proof.

11: 33: 06  AM
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Dr. Van Meurs provided commttee nenbers with a handout
entitled “Goss vs. Net Production Tax” (Copy on File). He
noted differences between HB 3004 and his 2001 proposal.

Dr. Van Meurs continued to explain page 3 of his handout
concerning the nodifications of the ELF production tax:
stronger tax rates for small fields with | ow productivity, a
strongly price sensitive tax, provisions for heavy oil
incentives, and tax credits to encourage investnent.

Dr. Van Meurs addressed, on page 4, the structure which
woul d gain maxi rum affect for the state. He enphasized that
structure and revenue are two entirely different concepts.

11: 38: 54 AM

Dr. Van Meurs spoke to three fiscal options on page 5 a
structure based on tax credits on statew de net revenues,
one based on gross revenues per field, or a structure based
on no or mnor tax credits on gross revenues per field.

Page 6 depicts three fiscal options which result in
i dentical production tax revenues to the state in order to
eval uate the structures.

11:40: 57 AM

Dr. Van Meurs highlighted the calibration of the 50MWLow
hi gh cost on page 7.

Dr. Van Meurs explained the 150MM Low high cost option on
page 8.

Dr. Van Meurs explained the PPT variations on page 9. He
descri bed his original PVM 2001 variations on page 10.

Dr. Van Meurs highlighted the variations of HB 3004 on page
11.

11:45: 01 AM

Representative Gara commented on the discussion. He asked
about a “time-crunch” and the need to match revenue
projections. He asked if a gross bill that raised the sane
anount of revenue would work. Dr. Van Meurs replied that it
woul d be difficult, but it can be done. HB 3003 and HB 3004

present a field by field concept. 1In order to arrive at the
same revenue anount, all fields would need to be matched.
PPT is an Al aska-w de concept. He thought it could be

reasonabl y cl ose.

11:46: 43 AM
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Dr. Van Meurs explained the inpact on investors for 50 MMV
Low, on page 12. The PPT and PVM variations provide for a
much higher rate of return than HB 3004 because of the tax
credits. The sanme is true for 150 MM Low, as depicted on
page 13.

Dr. Van Meurs enphasized that tax credits and deductions
have a very |arge inpact on exploration econom cs, as shown
on pages 14 and 15 EM10 (10% Expected Monetary Value) 50
MM Low and EWI10 150 MM Low. The PPT and PVM vari ations
provide for a nearly identical EW10 and HB 3004 variation
results in a nmuch | ower EMWV10 for both structures.

Representative Berkowitz clarified that tax relief was
avai l abl e in HB 3004.

11: 50: 20 AM

Dr. Van Meurs related that HB 3004 is less attractive
because if investors invest $1 mllion, it counts as %1
mllion because there are no tax deducti ons. Under PPT and
PW 2001, $1 mllion counts as $600, 000 because of credits.

Dr. Van Meurs pointed out that the governnment ends up with
the sane revenues under all three variations, because under
PPT and PVM 2001 it conpensates the PPT tax savings with a
hi gher tax later on. This nmeans the structure of these two
variations is nore back end | oaded. Under PPT and PVM the
government first levies a higher tax and then permts
reductions in order to end up with the sane revenues as
under HB 3004.

11:55: 01 AM

Dr. Van Meurs comented on the fiscal structure from an
i nternational perspective. Many governnents have di scovered
that the best way to encourage investnment is to ensure that
the net investnents are |ow. Provi ding tax deductions and
tax credits is the best way to encourage re-investnent.

11:57: 28 AM

Representative Gara commented that the conparison was as if
there were no tax credits in HB 3004. He requested
assistance to increase the tax rate in HB 3004 and offset it
with tax credits to raise the sanme anmount of revenue as
pr oposed. Dr. Van Meurs responded that it only related to
capital investnents. He suggested including 40%tax credits
across the board would be simlar to the governor’s
| egislation. That would be the sane capital investnent. He
reiterated the need for a 40% credit for all capital
i nvest ments.

11:59: 51 AM
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Representati ve Gara poi nt ed out t hat gr oss t ax
recommendati ons have been provided to prior and current
adm nistrations. Dr. Van Meurs stated that he had proposed
recommendations to both Governor Knowes and Governor
Mur kowsKki . Governor Murkowski was willing to tackle the
production tax concept. Consequently, in 2003 it was
updated. Dr. Van Meurs opined that the PPT idea is better
Dr. Van Meurs provided sone history as to why PPT was
recomrended by the governor.

12: 02: 49 PM

Dr. Van Meurs pointed out, on page 22, disadvantages of a
production tax based on gross with tax credits: a short
shelf I|ife, the need to define “field”, and heavy oi
provi sions — the nost serious.

Dr. Van Meurs detailed the problenms with the shelf life, on
page 23. Alaska already has a fiscal system that is based
on gross: the royalty, which provides about half of the
state’s oil and gas incone. To design a tax also largely
based on gross, in addition to the royalty, is difficult
econom cal | y.

12: 05: 42 PM

Representative Berkowitz asked why nodifications to the
royalty conmponent had not been included when designing the
new tax structure. Dr. Van Meurs replied that the current
PPT deducts the royalty. Many other countries do not have a
royalty. The concern of deducting the gross for royalty, if
the costs are high, is that the field beconmes uneconomi c,
and if the costs are low, too nmuch noney is left on the
t abl e.

Representative Berkowitz inquired about the necessity of

di stingui shing between small and large fields. Dr. Van
Meurs agreed that the distinction is necessary; however, the
matter is how profitable the field is. It is difficult to

determine a fornmula that adds gross to gross. Most fornul as
have a shelf life for only 10-12 years.

12: 10: 22 PM

Dr. Van Meurs continued to address the problens of a short
shelf life. Economic and technical conditions change
rapidly and the economc basis for the fornula becones
out dat ed, which creates | osses over tine.

Dr . Van Meurs addressed the difficulties of field
definition, as depicted on page 26. He discussed the now
mature North Slope and devel opnment opportunities that no
| onger qualify as a field.
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12: 14: 32 PM

Dr. Van Meurs discussed probl ens regarding heavy oil and the
need for special provisions, on pages 27 and 28. He terned
heavy oil the nost serious problemw th a tax on gross. Not
enough is known about heavy oil to design a reliable scale

for a tax on gross. Dr. Van Meurs nmamintained that the
future of Alaska is linked to the international oil industry
spending billions of dollars to inprove technology so that
heavy oil becones cheap oil.

12:18:24 PM

Co- Chair Meyer discussed heavy oil, which currently exists
in Al aska. He asked if Al berta has heavy oil. Dr. Van
Meurs expl ai ned the background of heavy oil. |In sone places

in the world, such as Venezuela, there is only heavy oil.
The problem in the Arctic is that there is every kind of
oil, which nmakes it difficult to define a fornula. The
spectrum in the North Slope is too wide and interm ngled

Alberta is different. They have oil sands with heavy oil in
the rock that does not float. It is mned or heat injected.
Alberta is in the sane situation as Al aska today. They base
their share on net in order to determne a fair share.

12: 23: 14 PM

Dr. Van Meurs summarized that he recomended PPT over a
gross tax system because of the difficulties of defining a
field, with heavy oil, and with a short shelf life. A
system based on net revenues, such as PPT is easier to
adm ni ster and is nore durable.

Co- Chair Meyer asked if a conparable Arctic region would be
Al berta. Dr. Van Meurs said no, but the heavy oil problem
is the sane. Co-Chair Meyer asked if there were a
conparable Arctic region. Dr. Van Meurs replied that there
is nothing north of Norway that is the same as in Al aska.

12:25:41 PM

Representative Gara conmmented on ways to solve these
concer ns. He separated the probleminto two parts: fields
that are currently being under taxed and new, expensive
production that |acks a systemto pronpt devel opnent. There
is also a concern about heavy oil. He suggested a gross
production tax on the existing fields and to provide the
Department of Revenue the discretion to adjust the tax rates
for future fields and heavy oil - a tiered system

Dr. Van Meurs responded that there are a nunber of nations

in the world that address it in that manner. He agreed that
the “Dbleeding” nust be stopped. To do that, the state
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shoul d use the PPT concept on existing fields. They would
automatically pay a high anount of profit and yield a |arge
share. PPT should be also used on the new fields; because
of the tax credits, the economcs is nuch better. PPT fits
a wide range of situations. There is no perfect tax system
in the world.

12: 30: 09 PM

Dr. Van Meurs enphasized that the advantage of PPT is that
it taxes the existing fields and “stops the bl eeding” of the
existing fields, which is priority nunber one. It also
encour ages devel opnent of heavy oil.

Many nations have successfully used PPT. Norway, with its
variety of fields, uses a profit based system Al aska can
al so get a fair share using the PPT.

Dr. Van Meurs addressed cost control as it relates to PPT.

There needs to be a law that no cost can be illegally
deduct ed. He gave an exanple of a fraudulent scenario and
showed that damage to Al aska would be mnimal. He felt that

PPT would be admnistered fairly because deductible itens
woul d be clearly spelled out. He highlighted Section 25 of
the bill, which provides for a long list of non-deductible
costs. He pointed out that the nobst inportant non-
deductible cost is any expenditure in excess of fair market
value. Cost control is not an issue, he opined.

12: 38: 58 PM

Representative Gara asked if Dr. Van Meurs would be present
for upcom ng neetings. Dr. Van Meurs replied that he woul d.
Representative Gara asked for a copy of the gross production
tax Dr. Van Meurs has witten. Dr. Van Meurs stated that he
woul d provide a transmttal letter with that information

Representative Gara asked if it has revenue projections.
Dr. Van Meurs replied that it does not contain revenue
projections fromthe past few nonths. He recomended that a
revenue nodel be provided by the Departnent of Revenue.

12: 40: 36 PM

Representative Kelly commented that his challenge was with
the rate, the lack of progressivity, and freezing the tax
rate for 30 years. Dr. Van Meurs noted that there have been
several proposals to include a progressive feature. He was
in favor of that feature and had recommended it to the
gover nor. He highlighted the fact that the progressive
feature added by the legislature, is being added to a system
that is already progressive.

12:43: 15 PM
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Co- Chair Chenault spoke to a gross tax on all fields and a
net profits tax on new fields. He asked about incentives
for a conpany on an old field to stop the decline rate on
producti on.

Dr. Van Meurs agreed that for some nations, the experience
of “old versus new fields” is not working. In the md 70 s,
it was different for old wells and new wells. It did not
work. A windfall profits tax proves that it is not easy to
have a system based on old and new fi el ds. He hi ghlighted
situations in Prudhoe Bay. It is done around the world, but
there are conplications. He warned to be careful.

12: 46: 00 PM

Ms. WIlson offered to address a previous question from
Representative Kerttul a regardi ng burden of proof.

Representative Kerttula addressed Section 25 of HB 3001,
where the departnment has to give substantial weight to
i ndustry practices and standards. The initial burden would
be on the taxpayer to file, but then the burden shifts to
the departnment. She spoke to the shift and maintai ned that
it was unnecessary.

Ms. WIlson noted that in that section, the bill contains a
provi sion that would provide a balance. She added that the
ability to audit is not restricted. The departnment has
broad powers to exam ne through AS 43.05.

12:50: 27 PM

M. Mntz clarified burden of proof. He referenced a
review, Chapter 5, Title 43. He agreed that the departnent
has broad auditing and investigation authority. He
expl ai ned how an assessnent works.

M. Mntz continued to explain AS 43. If a taxpayer
disagrees wth an assessnent, a conference wth the
Departnment of Revenue is held. He explained when the
t axpayer bears the burden of proof. He addressed the

standards the departnent uses in interpreting the concepts
of deductible |ease expenditures. The standards don’t have
anything to do with particular costs clainmed by a particul ar
t axpayer, but deal with what was in effect before Decenber
2005. AS 43 gives guidance to the departnent regarding
deducti ons. It is still up to taxpayer to show evidence
that clains neet the standards.

12:55: 34 PM

Representative Kerttula voiced concern about the taxpayer
bearing the mpjority of the burden. She suggested
constructing the list up front. M. WIson replied that it
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woul d be difficult to construct such a list. It would be
easier to identify those things that should not be included.
Representati ve Kerttula  suggested not al | owi ng t he
“subst anti al wei ght”  standard, but rat her making a
determ nation on the departnent’s behal f.

12:56: 57 PM

KEN GRI FFI'N, DEPUTY COW SSI ONER, DEPARTMENT OF REVENUE,
rel ated that the range of work at an oil field, done at the
field vs. done renotely, has changed. He said that
Representative Kerttula’s comments are worth noting. It is
not in the state’'s best interest to determne a list of
deducti bl e costs.

12: 59: 29 PM

REPRESENTATI VE PAUL SEATON commented on the concern about
over head expenses and giving credit for it. He asked why
credit and deductions should be given for work done in other
parts of the country.

M. Giffin responded that the PPT tax is attenpting to
incentivize investnent. | ndi vi dual decisions within that
framework need to be the best decisions. The state should
not interfere with them The industry has been very strong
in local hire and local jobs, but nuch of the work is
incidental work not done in Al aska. Those people work in
international settings. He said it is not a ranpant issue.
He spoke to deductions on unit costs and incentives to
ensure those costs are justified.

1: 04:11 PM

Ms. WIson expanded on M. Giffin s answer in saying that
there is a bigger goal - to increase production. Incidental
work is often justified in order to increase production.
Representative Seaton said that industry does not care where

the work is done, but the state of Al aska does. Havi ng
people based in Alaska helps Alaska s econony. He
di stingui shed between the two different goals.

Ms. Wlson reiterated the ultimate goal of the bill, which
is to stinulate production, which, in turn, will inprove the
economcs of the state. She addressed the overhead

al l owance issue, which would give a certain level of direct
expendi t ures.

M. Mntz concurred with Ms. WIson’s comments.

1: 09: 10 PM

Representative Hawker noted that he has spent years trying
to increase the nunber of in-state oil enployees. He asked
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i f there were U S. Commerce regul ations regar di ng
di scrimnation of in-state vs. out-of-state enpl oyees.

M. Mntz related that there are issues regarding this

situation. He referred to a pending U S Suprene Court
deci si on. He opined that the state is in a stronger
position to defend investing resources, but not as strong
when dealing with outside investnents. He suggested that
t he goal is being undercut.

1:13: 00 PM

Representative Gara spoke to the goal of PPT to stimulate
i nvest nent . He related that the historical average of
exploration and devel opnent investnment on the North Slope
has been about $1 billion, regardless of the price of oil
W thout substantial credits or deductions. He suggested
[imting the credits and deductions to investnment above what
is already being done. Ms. WIson deferred to the

econom sts and said that is a policy call.

1:14:58 PM

M. Giffin comented that Representative Gara s suggestion
would treat all three conpanies on the North Slope as one
entity. Those conpanies have a variety of investnent
strategies and priorities. Size has to also be considered.
It would lower the bar to justify any investnent in Al aska.
From an industry perspective, nost of them spend as nuch
noney as they can manage right now. He gave an exanple in
Al bert a.

1:17:21 PM

M. Gara opined that M. Giffin's statenents just
undermned the whole principle of PPT. M. Giffin
clarified that on an international scale conpanies manage
their workload internationally and if the bar is |owered

the investnents in the state wll shift relative to
i nvestnments around the worl d.

M. Gara noted that Alaska is currently the cheapest place

in the world. M. Giffin said there is a risk to
i nvest nment . He shared personal experience with how taxes
affect the bottomline. 1In 1989 when ELF was passed several

projects were shut down.

1: 20: 55 PM

Representati ve Seaton asked about exploration economcs in
the gross vs. net handout. He asked about the current rate
of dry holes on the North Sl ope. He wondered if gas is
found instead of oil, whether that constitutes a dry hole.
M. Giffin replied that, historically, if gas is found
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instead of oil, it is a dry hole. He reported that near
production areas the odds are higher of having a dry hole.
Raw expl orati on areas have | ower nunbers. He enphasized the
di fference between a technol ogi cal or geol ogi cal success and
an econorm c success.

Representative Seaton referred to page 3, and noted that the
figure of 15 percent could be a different nunber. M.
Giffin said that the conpany would be I|ooking for an
econon ¢ success, but he did not know t he nunber.

1: 23: 41 PM

Representative Hawker requested clarification about the
statenment that the Whod Mackenzi e study concludes that it is
| ess expensive to conduct oil and gas operations in Al aska
than in the rest of the world. He asked if that is an
accurate statenent. Representati ve Meyer thought that was
not a correct statenent. Representative Gara reported that
the study said the total cost of doing business in Al aska is
| ower . Drilling costs are higher in Al aska. Co- Chai r
Chenaul t requested a copy of that report.

ADJ OURNVENT

The neeting was adjourned at 1:24 PM
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